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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of
CALI FORNI A LETTUCE GROWERS, | NC.

Appear ances:
For Appellant:  George D, McKaig, Attorney at Law
For Respondent; Burl D. Lack, Chief Counsel

OPLNLON
This appeal is made pursuant to section 25667 of the Revenue and
Taxation Code from the action of the Franchise Tax Board on the protest of
California Lettuce Growers, Inc., to a proposed assessnent of additional
franchise tax in the amount of $1,621,59 for the income year 19%.

. ~ Appellant is a California corporation whose principal business
s growing and processing vegetabl es.

I'n 1942 Appel | ant acc?uired title to certain agricultural land,
In exchange for the land Appellant gave a pronissory note for $200, 000
and a purchase noney nortgage to Vegetable Farns, Inc. By 19L8 Appel | ant
had reduced the face value of the note to $113,000. In 1948 California
Vegetable Gowers, an agricultural cooperative association of which
Appel | ant was a menber, acquired the note for $93,500.

California Vegetable Gowers Association, hereafter referred to
as the Association, was a nonprofit agricultural cooperative. It was
organi zed and operated for the purpose of marketing the agricultura
products of its nenbers, The members received the proceeds |ess expenses
Incurred in connection with its marketing activities. The Association
was authorized to create reserves for any necessary purpose and to buy
and own real or personal property for use in its business. The
Association created a reserve called a revolving fund, A deduction of 25
cents for each crate of farm products handled by the Association was
retained from the proceeds of the sales of products and placed in the
revolving fund, The board of directors was authorized to increase or
decrease the amount of the revolving fund deduction and to establish, fix,
increase or decrease further revolving fund deductions as in its sole
discretion it felt would be necessary to establish and maintain reasonable
reserves for the Association. The funds accunul ated were for the purchase
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of buildings, machinery and equipment, retirement of indebtedness and
investnent in authorized securities, Al property, real or personal,
purchased by the Association with anounts trom the revolving fund was owned
by the Association, Its bylaws provided that:

In the event of dissolution of the Association, the right of
the members to participate in the distribution of the assets
of the Association after the paynent of all obligations and
the Revolving Fund deduction, shall be in proportion to their
property rights in the Association

- On Decenber 31, 1956, Aﬁpellant was the sole remaining menber of
the Association. On that date the Association was |iquidated and Appellant
received its note, all other assets of the Association, and the unexpended
bal ance of the revolving fund in the amount of $70,261,29.

Respondentt!s position is that even though the Association was
liquidated pursuant to a tax free liquidation statute, Appellant had
taxable gain when its note was cancelled, Respondent also asserts that the
revolving fund proceeds were not property within the provisions of the tax
free liquidation statute and were, therefore, taxable when received by

Appel | ant .

Appel 'ant contends that the express terns of the statute provided
for tax free treatnent of all propertK received in liquidation of the
Association and, therefore, no gain should have been recognized on either
the cancellation of its note or the receipt of the revolving fund proceeds

. The first issue to be decided is whether a parent corporation
realizes taxable gain when its note, purchased by its subsidiary at a
discount, is cancelled at the time the subsidiary is liquidated

ol Revenue and Taxation Code, section 24502, provides, in part, as
ol | ows:

No gain or loss shall be recognized on the receipt by a
(parent) corporation of property distributed in conplete
liquidation of (its subsidiary).

In addition, subsection (c) of that statute provides that if a subsidiary
i's indebted to a parent corporation, no gain or loss shall be recognized
to the subsidiary because of the transfer of property in satisfaction of
such indebt edness.

The legislative history behind the federal counterpart of this
statute shows that subsection (c{ was not to apply to the parent upon
cancel | ation of indebtedness due fran it to its subsidiary. As to that
situation the existing law was to govern. (S Rep. No. 1662, 83rd Cong.
2d Sess. (1954),)
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The theory behind the tax free liquidation statute is that
taxation is not elimnated but merely postponed. This is evident in the
requirement that the transferee take the assets of the transferor with the
transferor's basis. (Rev, & Tax, Code, Sec. 2i50k. See H. R Rep. No.
1885, 74th Cong., 1st Sess: (1935).)

It has |ong been held that gain to a corporation by purchasing
and redeemng its bonds at a price less than that for which it had sold
themis taxable income. (United States w v karoy udmoer Co., <284 U. S. 1,
Armerican Packing and Provision Co., 36 B.,T.A, 340.) Appellant concedes
that thrs 1s the general rule and that the rule woul d have been applicable
had it purchased its note fromthe association at |less than face falue,
but asserts that therule has no application since the note was received
I n complete |iquidation of the Association.

In accordance with section 2450k of the Revenue and Taxation
Code, Appellant received its note fromits subsidiary at the subsidiary's
basi s of $93,500. Upon recei pt of the note, Appellant's obligation to
pay the face value of $113,000 was extinguished and the note was cancell ed.
(Gv. Code, Sec. 3200.) If the resulting gain was not taxable at that
time, it would never be taxed, contrary to the underlying purpose of
section 24502 to postpone and not to elimnate gain,

The purpose of the statute is preserved in this case by the °
provision that makes the statute applicable only to gain or |oss
"on the receipt .., of property" by a parent corporation, The maker of a
note does not receive property when the note is surrendered to him
(Bi ngham v. Conmi ssi oner, 105 F,ed 971; David Wse, T.C. Meno., Dkt. No.
77180, June 15, 1961). As stated in the™Bingham decision:

VWhat may have been property in the hands of the hol der
of the notes sinply vanished when the surrender took place
and the maker received them He then had, at most, only
his own obligations to pay hinself, Any theoretical concept
of a sale of the notes to the maker in return for what he
gave up to get them back nust yield before the hard fact
that he received nothing which was property in his hands
but had merely succeeded in extinguishing his liabilities
by the amounts which were due on the notes.

Even if the note were regarded as property in Appellant's hands,
the statute would not apply because the gain arose not from the receipt
of the note but fromthe cancellation of the obligation. Considering the
note as property, Appellant received it at the subsidiary's basis and
realized taxable gain in the anmount of §19,500, the difference between the
basis and the anmount of the obligation which was cancel ed.

W note that other statutes Provi de for an election to postpone

the recognition of gain fromthe cancellation of indebtedness. (Rev, &
Tax. Code, Secs. 24307, 24918.) In order to avail itself of'the benefit
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of these provisions, a taxpayer mm file a consent to adg)ust the basis
of its Property, (Cal. Admn. Code, tit. 18,Sec.24307(Db).) Appellant
has failed to make such an election to exclude the gain fromits gross
incone. In construing a conparable federal statute and regulation, it
has been held that a failure to conply with the regulation forfeits the
right to the benefit of the statute, (Denman Tire & Rubber Co. v

Commi ssi oner, 192 F,2d 261.)

V& hold, therefore, that the gain which arose fromthe
cancel | ation of Appellant's note is taxable for the year in question.

~ The second issue to be deternined is whether taxation of the
revolving fund received by Appellant is prevented by section 24502.

The revolving fund constituted part of Appellant's share of the
net proceeds from the marketing by the Association of its nembers' farm
products.  Unexpended sums in revolving funds of this type never becone
the property of a cooperative such as the Association, butarenerely held
by it as agent or fiduciary for itS members, (Boqardus V. Santa Ana W\l nut
Growers Ass'n, b1 Cal. App, 2d 939; San Joaquin ValTey Poul tTy Producers’
Ass'™n v. Conm ssioner, 136 F,2d 382.,)

Section 24502 has reference to property owned by a subsidiary
and which is exchanged for stock held by the parent. This is clear from
a provision in the section that the distribution by the subsidiary nust be
"in conplete cancellation or redenption of all its stock,” The distinction
between the revolving fund and the other assets held by the Association
I s enphasized by the previously quoted Iangua?e of its bylaws indicating
éhat Itf)le rgvolw ng fund was to be paid out before the assets were
i stributed.

It is our conclusion that the amount received by Appellant from
the revolving fund was taxable to it.

ORDER

o Pursuant to the views expressed in the Opinion of the Board on
file in this proceeding, and good cause appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED AND DECRERD, pursuant to section
25667 of the Revenue and Taxation Code, that the action of the Franchise
Tax Board on the protest of California Lettuce Gowers, Inc., to a proposed
assessment of additional franchise tax in the amount of $§1,621.59 for the
I ncome year 19%, be and the same is hereby sustained.
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Done at Sacramento, California, this 20th day of Septenber,
1962,by the State Board of Equalization.

Attest:

Dixwell L. Pierce

George R Reilly

John W Lvneh

Paul R Leake

Richard Nevins

Secretary
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